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ABSTRACT/RESUME 



The private internal rates of return to tertiary education: new estimates for 21 OECD countries 

This study provides estimates of the private Internal Rates of Return (IRR) to tertiary education for women 
and men in 21 OECD countries, for the years between 1991 and 2005. IRR are computed by estimating 
labour market premia on cross-country comparable individual-level data. Labour market premia are then 
adjusted for fiscal factors and education cost. Returns to an additional year of tertiary education are, on 
average, above 8% and vary in a range from 4 to 15% in the countries and in the period under study. IRR 
are relatively homogenous across gender. Overall, a slightly increasing trend is observed over time. The 
study discusses various policy levers for shaping individual incentives to invest in tertiary education and 
provides some illustrative quantification of the impact of policy changes on those incentives. 

JEL Classification: 121, 122, 128, J24 

Key words: Investment in tertiary education, Returns to education. Labour market premia 

+ + + + 

Les faux de rendement prives de I’education superieure : nouvelles estimations pour 21 pays de 

I’OCDE 

Cette etude fournit des estimations des taux de rendement prives de I'education superieure, pour les 
hommes ainsi que pour les femmes, dans 21 pays de I'OCDE et pour les annees comprises entre 1991 et 
2005. Les rendements sont calcules en estimant les primes sur le marche du travail a partir de donnees 
individuelles comparables entre les pays. Ces primes sont ensuite corrigees par des facteurs fiscaux et par 
les couts de I'education. Les rendements d'une annee supplementaire d'enseignement superieur sont en 
moyenne superieurs a 8%, et varient dans un intervalle de 4% a 15% entre pays et pour la periode 
consideree. Les rendements sont a peu pres les memes pour les hommes et pour les femmes. Dans 
I'ensemble, une legere tendance a la hausse apparait dans la periode d'observation. L'etude examine 
I’influence des differentes politiques sur les incitations individuelles a investir dans I'education superieure 
et propose des estimations de I'impact des reformes sur ces incitations . 

Classification JEL : 121, 122, 128, J24 

Mots clefs : Rendements de V education. Education superieure. Primes du marche du travail. 



Copyright OECD 2007. All rights reserved. 

Application for permission to reproduce or translate all, or part of, this material should be made to: 
Head of Publications Service, OECD, 2 rue Andre-Pascal, 75775 Paris CEDEX 16, France. 



2 




ECOAVKP(2007)51 



TABLE OF CONTENTS 



THE PRIVATE INTERNAL RATES OF RETURN TO TERTIARY EDUCATION: NEW ESTIMATES 
FOR 21 OECD COUNTRIES 5 

Introduction 5 

1. Methodological approaches to computing private returns to schooling (IRR) 6 

Education as an investment 6 

Standard techniques to compute returns to education 7 

The analytical framework used in this study 8 

2. Computation of the IRR components 12 

Estimation of labour market premia: the use of individual-level data 12 

Wage and experience premia 13 

Empirical results for wage and experience premia 13 

Employability premia 14 

Tax and benefit parameters 17 

From the Mincerian gross wage premium to the net wage premium component of the IRR 19 

From the employability premium to the net employability premium component of the IRR 20 

Pension benefits 20 

Direct and indirect costs of education 21 

Direct costs 21 

Opportunity cost 22 

Productivity growth 22 

Country and period coverage of the IRR calculation 22 

3. Results for the private IRR 22 

Baseline IRR estimates for 2001 22 

Alternative IRR estimates for 2001 23 

IRR over the period 1991-2005 24 

Results of earlier IRR estimations 24 

Interpretation of the IRR and caveats 25 

4. The impact of policies on IRR 25 

Main influences on the IRR: policies and labour market outcomes 26 

The differential impact of labour market characteristics and policies in individual countries 27 

Wage premium 27 

Employability premium 28 

Private direct cost 28 

Marginal and average income tax rates 29 

Summary and conclusions 29 

REFERENCES 31 

ANNEX 1 60 

Boxes 

Box 1 . The IRR: from the theoretical model to an almost-closed formula 9 

Box 2. Data Sources for the parameters entering the IRR 12 

Box 3. The impact of variables other than education on employment and participation probability 17 



3 




ECOAVKP(2007)51 



Box 4. Assumptions on tax and benefits parameters 18 

Box Al. Data Sources and Variables for Employment Equations 60 



4 




ECOAVKP(2007)51 



THE PRIVATE INTERNAL RATES OF RETURN TO TERTIARY EDUCATION: 
NEW ESTIMATES FOR 21 OECD COUNTRIES 



by 

Romina Boarini and Hubert Strauss' 



Introduction 

1. A longstanding view in Labour Economics is that the demand for education depends on the 
economic incentives associated to studying (Becker, 1967; Freeman, 1986). Internal Rates of Return (IRR) 
to education are a standard measure of the profitability of undertaking additional years of schooling, as is 
well documented in the empirical literature. IRR estimates have also increasingly relied on a sound 
analytical framework accounting for many different kinds of lifetime economic benefits and costs of 
schooling, including among others the well-known Mincerian wage premia. This study builds on such 
recent developments (De la Fuente and Jimeno, 2005) and on new estimates of wage premia (Strauss and 
de la Maisonneuve, 2007) to provide IRR estimates for men and women in 21 OECD countries for the time 
period 1991 to 2005. 

2. The main contribution of this study is the use of cross-country comparable basic components of 
the IRR, including labour market premia estimated on individual-level datasets, fiscal and social benefit 
parameters based on various OECD tax and benefit models, and higher education cost estimates from the 
OECD Education Dataset. The study focuses on tertiary education decisions and thus provides IRR 
estimates specifically referring to an additional year of schooling beyond the upper-secondary degree. 

3. The cross-country average of the baseline IRR is above 8% in the period under scrutiny, and 
essentially varies from 4 to 15%. IRR are relatively homogenous across gender. Overall, a slightly 
increasing trend is observed over time. IRR increase more markedly in Ireland, Portugal and Canada and 
they decline in the United Kingdom in the early 2000s. Labour market premia turn out to be the main 
drivers of IRR, often irrespective of education cost configurations. Beyond labour markets, returns to 
schooling depend (positively) on average tax rates and the share of students’ time worked; and (negatively) 
on marginal tax rates, study duration and tuition fees. 

4. The study is structured as follows. Section 1 presents the analytical framework and discusses in 
detail the assumptions made in computing IRR. Section 2 elaborates on the construction of the basic 
components of the IRR, namely labour market premia, fiscal and social benefit parameters and private 



OECD Economics Department ( romina.boarini@oecd.org ). Hubert Strauss is currently Economist at the 
European Investment Bank ( strauss@eib.org ). The authors would like to thank Jean-Philippe Cotis, Jorgen 
Elmeskov, Mike Feiner, Giuseppe Nicoletti, Joaquim Oliveira Martins for their comments and inputs. 
Christine de la Maisonneuve is gratefully acknowledged for the statistical assistance and Irene Sinha for 
her invaluable editorial assistance. The views expressed here are those of authors and do not necessarily 
represent those of the OECD or its member countries. 
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costs. Section 3 shows estimates of IRR in the baseline scenario and in a number of alternative scenarios. It 
compares the IRR estimates with those from previous studies and discusses both their interpretation and 
limitations. The final section presents a sensitivity analysis assessing the relative importance of basic IRR 
components and concludes. 



1. Methodological approaches to computing private returns to schooling (IRR) 

Education as an investment 

5. In human capital theory (Becker, 1967) schooling is seen as an optimising investment decision. 
Individuals are supposed to undertake education up to the point where the present value of expected 
benefits from additional schooling is equal to that of its direct and indirect costs (i.e. tuition fees and 
foregone earnings). Education is supposed to increase the productivity of individuals, and more skilled 
workers are therefore expected to command higher salaries if labour markets are perfect and labour is paid 
at its marginal value. 

6. Against this background it has often been objected that schooling decisions are endogenous and 
depend on the levels of innate ability, taste for schooling, access to funds and the possible interaction of all 
these factors (Card, 1999). While, in principle, these factors may raise or lower the incentive to invest in 
education,^ their net total effect is bound to be an empirical question (Harmon et al. 2003). A related 
criticism is that individuals would not invest in education to increase their potential productivity, but rather 
send a signal on their ability (signalling effects). 

7. Assessing the size of the endogeneity bias and explaining the true causality between wages and 
innate and/or acquired skills of workers is important on many accounts, not least to set the right targets for 
policies aimed at enhancing growth and productivity. It is, thus, of some comfort that many empirical 
studies find only a small ability bias (around 10% of earnings variance, see Harmon et al. 2003)^. As 
concerns signalling effects, empirical evidence is more mixed; signalling effects are, however, more 
innocuous in the context of computing private incentives to schooling since, for the individual, it may be 
rational to invest irrespective of whether higher salary is warranted by inherent ability or received 
education."* 



2. The relationship between incentives to invest and innate ability (when all other sources of individual 
heterogeneity are constant) is two-fold: on the one hand, innate ability and received education are seen as 
complements in producing human capital; on the other hand, innate ability is deemed to be positively 
correlated with the opportunity cost of studying. Returns to invest in education for the most able will be, 
according to these two effects, respectively higher and lower. Higher discount rates due to impatience 
(distaste for schooling), or higher liquidity constraints will make the option of studying less attractive for a 
given rate of return to education. In other words, returns should be higher in order to attract impatient 
students or financially-constrained individuals. When ability and discount rates vary together, the 
endogeneity bias will be determined by the variance in ability relative to that in discount rates, as well as 
by the covariance of the two. For instance, when ability and discount rates are negatively correlated 
(typically through family background) marginal returns to education are higher for the most able, as is the 
optimal level of schooling. 

3. It remains controversial, however, whether the ability bias is rightly captured in these studies. 

4. However, whether the signalling/sheepskin theory or the human capital theory is true makes a difference 
for drop-outs from tertiary education. They would have no wage increase under signalling but some 
increase in the human capital view. Although this study follows the latter view, due to data limitations 
tertiary-education drop-outs have to be treated like upper-secondary degree holders. 
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8. Finally, a common assumption when computing returns to education is that costs and benefits are 

only pecuniary. While research has increasingly argued that education yields broader advantages to 
individuals (e.g. social prestige, better health, lower propensity to commit crimes etc., see Grossman, 
2005), a sound empirical assessment of these non-pecuniary advantages is still lacking. In particular, the 
issue of measurement of these benefits is still largely debated, especially in the context of cross-country 
comparative work. In addition, the possible two-way causality between education and various non- 
economic outcomes creates uncertainty as to the right avenues for policy. For these reasons, this study only 
takes into account pecuniary benefits. 



Standard techniques to compute returns to education 

9. Many techniques of computing returns to education exist (see Psacharopoulos and Patrinos, 
1994; Psacharopoulos, 1995; and Heckman etal. 2005, for a review) but the most common are the 
discount method and the Mincerian approach. Heckman et al. (2005) has shown that these two approaches 
produce similar results under stringent assumptions. Recently, the literature has combined the two methods 
into a unified framework, where the IRR is computed as the discount rate equalising the benefits from 
education to its costs, with benefits estimated through Mincerian equations. 

10. The discount method is an application of cost-benefit analysis to the schooling decision. The IRR 
summarises how profitable it is to undertake an additional year of schooling on the basis of the relevant 
stream of benefits and costs associated to it. Figure 1 provides an intuition for the concept of IRR. In the 
discount method the optimality of the investment is assessed at the margin and the resulting return is 
compared with that of competing financial investments. For instance, Blbndal etal. (2002) used the 
discount method to compute private and social rates of return for ten OECD countries in 1999-2000. 
Psacharopoulos and Patrinos (1994) collect estimations from different studies based on the discount 
method encompassing more than 80 countries for periods ranging from the mid-1970s to the early 1990s. 
While the discount method has the advantage of summarising into one indicator the many different benefits 
and costs associated to education, it often relies on average earnings across educational groups, without 
further controls for other individual characteristics. 

[Figure 1. Private IRR to tertiary education illustrated] 

11. By contrast, the Mincerian approach relies on the econometric estimation of earning functions, 
based on individual-level data. The seminal work by Mincer (1974)^ stimulated a great deal of empirical 
analysis, reviewed in Harmon etal. (2003). In the most commonly used specification of earnings 
equations, the log of gross hourly wage is regressed on educational attainment, linear and quadratic terms 
measuring labour market experience, tenure and a more or less large set of other individual characteristics. 
The coefficient estimate of educational attainment is interpreted as the percentage wage differential due to 
an additional year of schooling (when the educational attainment is measured by years of schooling). 
While this method has the merit of singling out the part of the earnings variance that is due to education, it 



5. Heckman et al. 2005 stresses the differences between the original Mincer model (1958) and the later one 

(1974), which gave rise to the abundant econometric literature on semi-log earnings equations. In the 
original model individuals are deemed to be equally talented, and the higher salary paid to those studying 
longer is interpreted as a compensation for the opportunity costs (foregone earnings) incurred while 
studying. In Mincer (1974) agents are heterogeneous in ability and education is assumed to yield an 
average rate of return which is constant across all years of schooling. However, the dispersion in ability 
accounts for differences between the average ex ante return to schooling and the marginal ex post returns, 
reflecting innate individual characteristics. 
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clearly neglects the cost of education, as well as the taxes and social benefits that workers pay/receive over 
the life-cycle.^ 



The analytical framework used in this study 

12. This study essentially follows the approach developed in De la Fuente and Jimeno (2005), 
combining the discount method and the estimation of Mincerian wage premia and other labour market 
premia from micro-level data. This mixed approach provides an extensive and accurate measure of the 
stream of benefits and costs of education. 

13. In this approach agents are assumed to enter the labour market once they have completed their 
studies. If they find a job, they earn a wage, which is an increasing function of the number of completed 
years of schooling, and pay some taxes on it. It is assumed that the number of working hours does not 
depend on the years of schooling. In case of unemployment, agents receive out-of-work benefits, also 
being taxed at some rate. When individuals retire, they receive a replacement income, which represents a 
constant fraction of the last earnings received. It may also be taxed and grows over time at a constant rate. 

14. In this setting, the additional stream of labour market income yielded by any further year of 
schooling has two components: i) the increase in the net hourly wage, for a given level of hours worked; 
ii) the increase in hours actually worked implied by a higher probability of finding a job, for a given level 
of hourly wage. While the additional earning yielded by schooling is constant throughout the life-cycle, 
real earnings grow at a constant rate, which depends on both technological progress and accumulation of 
experience. 

15. Agents are assumed to choose the optimal level of schooling by maximising the present value of 
lifetime expected after-tax income, net of the direct costs entailed by education (see Box 1). Lifetime 
income includes the expected value of life-cycle after-tax labour income and after-tax out-of-work benefits 
as well as the after-tax retirement benefits received over the period of retirement. To assess returns from 
undertaking tertiary education, it is necessary to compare the marginal benefit of an additional year of post- 
secondary schooling with its marginal cost: the IRR is indeed the discount rate equating the marginal 
benefit to the marginal cost. 

16. The marginal benefit from education can be decomposed into three components: the “net wage 
premium” in equation 3, Box 1), defined as the increase of wage entailed by an additional year of 
schooling and holding constant the employment probability; the “net employability premium” in 

equation 3, Box 1) given by the increase of the employment probability associated with an additional year 
of schooling, and holding constant the wage; and the “pension premium” (PENS(R) in equation 3, Box 1), 
i.e. the discounted value of higher retirement benefits due to higher working-lifetime wage and 
employment probability resulting from an additional year of schooling. The marginal cost of education is 
given by two components: the “opportunity cost of schooling" (OPPCAn equation 3, Box 1), i.e. the 



6. The discount method and the Mincerian earnings equation differ not only in the extent to which they take 

into account costs of education, taxes and social benefits but also because of different underlying 
assumptions on the life-cycle earnings profile. The Mincerian approach is built on three assumptions: 
a) log-eamings experience profiles are parallel across schooling levels, i.e. there is no interaction between 
educational attainment and labour market experience; b) log-earnings age profile diverge with age across 
schooling levels; and c) the variance of earnings over the life-cycle has a U-shaped pattern. Heckman 
et al. (2005) shows that assumption a) is required for the wage premium estimated through Mincerian 
assumptions to be equal to an IRR; the authors also test this assumption using American CPS data for the 
1940s to 1990s and provide evidence against it for the later waves. 
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foregone earnings and labour-market experience due to continued schooling,’ and the “direct cost' of 
schooling born by the agent (DIRC in equation 3, Box 1), essentially given by tuition fees. All marginal 
benefits and costs featuring in equation 3, Box 1, are expressed as a fraction of the average earning of an 
upper-secondary degree holder at the mid-point of his career. 



Box 1. The IRR: from the theoretical model to an almost-closed formula 

Following De la Fuente and Jimeno (2005), the number of years of schooling (XJ is chosen by maximising the lifetime expected 
net income function^ 

X (1) 

0 

S„^S(X,),R^r-g-v 

So is the ‘reference’ schooling attainment after Xo years of schooling (/.e. the point from which the profitability of continuing 
education is assessed): in this work the reference attainment is the upper-secondary degree; R combines r the private return to 
schooling (at which the future stream of income is discounted) with g and V , measuring the growth rate of earnings due to 
technological progress and accumulation of experience respectively; U is the retirement age and Z life expectancy at birth. 

The first two terms in the function refer to the benefits from schooling F{XJ that are given by (i) the present value of expected 
net lifetime labour earnings and unemployment benefits (both are an increasing function of the number of years of schooling X and 
are received during the working life (U-Xj of the individual), and (ii) pension benefits Fp{X), which are indexed on gross wages and 
technological progress and are received during retirement (Z-UJ. By assumption F(X) is time-invariant, while real earnings grow at a 
pace of (g + V ) and their initial level is a function of Ao, the efficiency index reflecting the state of technology at X. The last term in the 
function expresses the present value of direct costs of education (direct costs are set as a fraction /Js of the earnings of the reference 
person, /.e., the average upper-secondary degree holder). Costs are paid over the duration of studies (X). 

Maximising the objective function with respect to X yields the optimal number of years of schooling. The IRR to tertiary 
education is obtained by equating the marginal benefit of an additional year of schooling to its marginal cost, at the point where the 
individual completes an upper^secondaiy degree. This is qbjained by ^aking the first deriyatiye of the o_bjectiye_functiqn_ above {y[(X),_ 
the ‘marginal product’ of schooling) and solving for the value of R for which the first order condition V'(X)=0 is satisfied at X=Xo. De la 
Fuente and Jimeno (2005) show that this leads to the following ‘almost-closed’ formula for R\ 

R _p{\-T)[eS'{X,)-v] + Ap'S'{X,)+Y{R){\-T;)K{eS'(X,)-v] 



The IRR formula can be rewritten as follows: 



Comment [SHI]: This is more precise 
because we do not look into cases where 
people work (or do nothing) for several 
years between high school and university. 



7. The foregone earning is given by the weighted sum of labour market wage and out-of-work benefits, with 

weights given respectively by the employment and the unemployment probabilities. The loss of experience 
shows up in the numerator of equation (2) of Box 1 and translates into both a reduced net wage premium 
and a lower pension premium. 



9 






ECOAVKP(2007)51 



R _ s^. + K« + pens{R) 

l-e“™ OPPC + DIRC (3) 

is the net wage premium (shown in Fig. 7) = p(l — T'}[OS' {Xq) — V] 

^net is the net employability premium (shown in Figure 8) = ^' S' iX 

PENS(R) is the pension premium PENS(R) = - r/)r[(95 '(XJ - V] 

OPPC is the opportunity cost OPPC — /?(1 — T) 

DIRC\s the direct cost (shown in Figure 10) DIRC — 

with : 

• p : employment probability for the reference group (here: persons with upper-secondary education): 

• T ' : marginal tax factor for a person of the reference group, defined as a ‘weighted’ average of the marginal tax rate on 
labour earnings and the marginal tax rate on unemployment benefits, with weights given by the employment and 
unemployment probabilities: 

• 6 : wage premium per year of tertiary education, /.e., 0 corrected for the duration of education (d): 

• • su^'vlval rate, i.e. the probability to complete an additional year of tertiary education once enrolled: 

• V : labour market experience premium (rate of annual gross wage increase): 

• T : average tax factor for the reference group, defined as a weighted average of the average tax rate on labour earnings 
and the average tax rate on unemployment benefits, with weights given by the employment and unemployment 
probabilities: 

• A : differential between the “take-home-pay” rate (1 - T ) and the net benefit replacement rate: 

• p' \ employability premium, i.e. marginal increase in the employment probability from completing the next higher 
attainment level peryearoi tertiary education (adjustment for study duration like in the case of 0): 

j _ ^-{R+g+v-<a)(Z-U) 

• y(/?) : discount factor on pension benefits, y{R) = — : 

R-\- g-\-V-OJ e -1 

• g: labour productivity growth: 

• 0 : real growth rate of pensions: 

• marginal income tax rate for pensioners: 

• K : pension benefit replacement rate: 
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• fig : cost of tertiary education paid by private agents, expressed as a fraction of fhe wage of an upper-secondary degree 
holder at mid-career; 

• H: length of the working life, H=U-X; (Ho refirement age of an upper-secondary degree holder); 

• U; average retlremenf age; 

• Z; life expecfancy at birth; 

1 . De la Fuente and JImeno's (2005) original framework assumes that students work part-time and thus earn some additional money during 
their studies. This translates into another term to be added to the objective function: ■ For the simulation 

shown in Figure 14, the IRR were recalculated to incorporate this additional term. 



17. In contrast with De la Fuente and Jimeno (2005), the baseline IRR constructed here does not 
include the possibility of students’ part-time work, although alternative estimates of IRR under some 
arbitrary assumptions on duration and reward of students’ work are provided below. This choice is mainly 
due to the lack of cross-country data on (the actual incidence of) students’ work. Another difference with 
De la Fuente and Jimeno (2005) is that the educational reference level for computing IRR is completed 
upper-secondary education, rather than the average number of years of schooling in the population. 

18. The other assumptions are in line with De la Fuente and Jimeno (2005): 

• The wage premium is an increasing and time-invariant function of schooling; 

• The experience premium is constant across schooling levels; it is supposed to be a function of 
potential experience rather than actual years of employment and to grow at a constant rate 
over time; 

• The employment probability is an increasing and time-invariant function of schooling; 

• Individuals receive out-of-work benefits if unemployed and pay taxes on either labour income 
or unemployment benefits depending on their labour market status. Both benefits and taxes 
are constant over the life-cycle but vary with schooling. 

• The length of the working life is the same across levels of schooling. 

19. Moreover, as in De la Fuente and Jimeno (2005), the various IRR ingredients are either estimated 
on individual-level data through multivariate regressions (labour market premia) or drawn from various 
OFCD tax and benefit models. In the latter case, tax and benefit parameters are those of a representative 
agent in the economy, at 100% of the average earning (AF). While the next section discusses in detail all 
ingredients of the IRR, Box 2 provides a summary checklist of parameters and sources. 
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Box 2. Data Sources for the parameters entering the IRR 

• 6 (wage premium on completed tertiary education degree) and v (experience premium): OECD 
Estimates from variouson Various Household Panel Surveys (ECHP, BHPS, CPS, CHER, CNEE, 
HILDA): Strauss and de la Maisonneuve (2007). 

• p (employment probability) and p' (employability premium): OECD Estimates from variouson Various 
Household Panel Surveys (ECHP, BHPS, CPS, CHER, SLID, HILDA). 

• d (duration of tertiary studies): Education at a Glance (EAG) 2005, Table Bf ,3b. 

• 5" (Xg) (survival rate): EAG 2005, Table A3.2. 

• T' (marginal tax factor) and T (average tax factor) and out-of-work replacement rates: OECD Taxing 
Wages Model: OECD Benefits and Wages Model. 

• g (labour productivity growth) = 1.75% by assumption (baseline IRR); OECD Labour Productivity Data 
Sef (alternative scenario IRR with country-specific productivity growth). 

• ST (real growth rate of pensions) = 0.5*g by assumption. 

• S' (pension benefit replacement rate) and ' (marginal income tax rate for pensioners): OECD 
Pensions at a Glance 2005. 

• jUg (cost of tertiary education paid by private agents) : EAG 2005, Indicators B1 .1 and B3.2b. 

• H (length of working life): Burniaux et al. (2003). 

• U (average retirement age): Burniaux et al. (2003). 

• Z (life expectancy at birth): OECD Health Data Base 2005. 



2. Computation of the IRR components 

Estimation of labour market premia: the use of individual-level data 

20. As discussed above, schooling yields three kinds of labour market premia: the wage premium, 
the experience premium, and the employability premium. These premia are computed using individual- 
level data from cross-country comparable household survey datasets. This kind of data allows estimating 
premia to education through multivariate regressions, controlling for individual heterogeneity with respect 
to a number of characteristics. Labour market premia are estimated country by country and period by 
period for three educational attainment levels (less than upper-secondary, upper secondary degree, tertiary 
education).* In what follows, the focus is on premia from upper- secondary to tertiary degree level even 



8. In principle, the data would allow following individuals over time and, hence, using panel econometric 

techniques to control for possibly omitted variables at an individual level. However, for several reasons 
only cross-sectional analysis is implemented in the study. First, the main explanatory variable (education) 
does not vary over time (or varies very little in the bulk of the relevant sample for estimation), so that 
standard fixed-effects models could not be used. Second, a panel approach would require the use of time- 
varying variables {e.g. the unemployment rates at a disaggregated level, i.e. gender-sector-occupation- 
attainment-specific) that are not readily available in the datasets exploited here. Third, the focus of this 
study is the return to education by country rather than changes in individual conditions over time. Fourth, 
pooling the data over time is not needed on efficiency grounds given the already large sample size of each 
country cross-section. 
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though the approach readily allows computing the premium on completing upper-secondary education as 
well. Labour market premia are also estimated separately for males and females.* 



Wage and experience premia'^ 

21. The wage premium on tertiary education and the labour market experience premium are obtained 
by regressing the log of gross hourly labour earnings on the level of educational attainment and on the 
number of years of labour market experience, as in the standard Mincerian approach." In the absence of 
relevant information on actual labour market experience, regressions made use of years of potential 
experience, proxied as the difference between current age and age at labour market entry. 

22. In addition, the estimation of wage and experience premia controls for a number of individual 
characteristics that potentially affect earnings but are not directly related to tertiary education. These 
include gender, marital status, job tenure, the type of work contract and working in the public versus the 
private sector. The estimates also control for the size of the production unit (“plant size”) in which 
individuals are employed, and their over- or under-qualification for the job. 



Empirical results for wage and experience premia 

25. Regression results of the wage equation are in line with priors for most variables (results for 
2001, the year with the widest country coverage, are shown in Table 1)." " The Mincerian coefficient of 
tertiary education attainment, the gross wage premium, is found to be on average 55% and to vary widely 
across countries (between 27% and 92%; see Figure 2). The strong dispersion of wage premia across 
countries may reflect country-specific productivity differences between tertiary and upper-secondary 
degree holders but also other factors such as different scarcity rents on skilled labour and the degree of 
labour market regulation. In Portugal and Hungary, high wage premia are more likely to reflect scarcity 
rents whereas low degrees of labour market regulation seem to drive premia in the United Kingdom and 
the United States. 

[Table 1. Results of the Mincerian wage regressions for 21 OECD countries, 2001] 

[Figure 2. Gross wage premia from tertiary education] 



9. Both previous empirical studies (Asplund and Pereira, 1999; Blondal et al. 2002; Harmon et al. 2003; and 
Psacharopoulos and Patrinos, 2004) and the analysis in this study show that premia differ across gender. 

10. This sub-section draws on Strauss and de la Maisonneuve (2007) where the datasets, the choice and 
construction of variables and the econometric specification are discussed in detail. 

1 1 . Hourly wages reflect the impact of education on productivity, while monthly or annual wages also capture 
the effect of decisions on working hours. Although there is some evidence that working time is positively 
correlated with educational attainment, it is reasonable to assume that the choice of hours worked reflects 
individuals’ tastes rather than educational levels. The number of years spent in the labour market is 
preferred over age because this allows better disentangling of education from experience effects. 

12. Descriptive statistics of variables entering the regressions are shown in Strauss and de la Maisonneuve 
(2007). 

13. In these regressions most coefficients are significant, virtually all of them at the 1% level. Moreover, the 
sign of all non-interacted coefficients is in line with expectations. The results of these regressions are 
discussed in more detail in Strauss and de la Maisonneuve (2007). 



13 




ECOAVKP(2007)51 



23. Women’s tertiary wage premia are higher (positive interaction coefficient) than men’s in 9 of 
21 countries, the difference being significant in Poland and Portugal, and moderate in Canada, Greece, 
Ireland, Spain and the United Kingdom (Figure 3). By contrast, male graduates appear to get significantly 
higher wage returns than their female counterparts in Australia, Austria, Finland, and Italy. The tertiary 
education wage premium for men is the highest in Hungary (92%) and the lowest in Spain (27%). For 
women, wage premia are highest in Portugal (92%) and lowest in Austria (33%). 

[Figure 3. Male/female differences in tertiary wage premia] 

24. The experience premium per year of accumulated labour market experience also shows large 
cross-country variation: it is the lowest in Germany (with the gender mean slightly above zero) and the 
highest in Switzerland (with the gender mean at 1.54%). Part of this variance could be explained by the 
role played by job tenure (i.e. experience specifically accumulated within a firm) in some labour markets, 
suggesting that firm-specific skills are more strongly rewarded than general labour market skills in these 
countries. Finally, with the exception of Portugal the experience premium is lower for women than for 
men. 



[Figure 4. Experience premia for 21 OECD countries] 

25. Tertiary education premia are found to be fairly stable over time*^, particularly so in the second 
part of the period studied, i.e. between 1997 and 2001. However, upward trends are observed over the 
period 1994-2001 in Ireland, Denmark and Portugal (women) and to a lower extent in Greece, Germany 
(women), Italy (men) and the United States (men). Downward trends are recorded for Austria, Spain 
(excluding the end of the period), in Portugal (men) and to a slightly lesser extent in the United Kingdom 
(women). The premium on labour market experience is also relatively stable over time for both gender. 
The average coefficient of variation for the 42 country-gender pairs of the cross-sectional estimates of 
experience premia is below 0.01. 



Employability premia 

26. Together with wage premia, the benefits of higher education may also include a lower 
unemployment probability. Estimates of this probability have traditionally relied on unemployment rates 
by educational levels (see for instance Bldndal et al. 2002). This method, however, relies on bivariate 
statistics and, hence, fails to control for other individual factors that could affect the chance of finding a job 
and are not directly related to education. The individual-level data used in this study allow for introducing 
such controls. 

27. However, the impact of tertiary education on the probability of employment can only be 
estimated for individuals participating in the labour market. This is likely to bias the estimates, with the 
selection bias being the stronger the larger the difference in participation rates between the two groups of 
secondary-educated and tertiary-educated individuals. For instance, if only upper-secondary degree holders 
with good chances of finding a job participate in the labour market, the estimated employment probability 
of secondary-educated individuals will be biased upwards and the employability premium associated with 
tertiary education under-estimated. 



14. The coefficient of job tenure ranges from 0.28% (Switzerland) to 3.13% (France) and tends to be high 
where the experience premium is low and vice versa. 

15. The relative stability of tertiary education wage premia would indicate that degree holders are less exposed 
to business cycle shocks than less-educated persons. 
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28. The Heckman two-step method can be used to assess and correct for the selection bias when the 
decision to participate in the labour market is not independent of the education level (Heckman, 1979; 
Heckman etal. 2005). The participation and employment propensities are supposed to be a function of 
individual characteristics, such as educational attainment, gender, age (quadratic specification),*'’ marital 
status and presence of children in the household (see De la Fuente and Jimeno, 2005 and Ciccone 
et al. 2004). The participation equation also includes controls for discouraged worker effects (experience 
of long-term unemployment), and regional dummies for some countries.*’ 

29. More formally, with P(a=l) and P(e=l) denoting the propensities of being active and employed, 
respectively, the following two-stage Probit model is estimated: 

P(a, =l\X,) = P(y'X, + £,. > 0 1 X,. ) 

P(e, = 1 1 Z,. ) = PiP'Zi -I- «,. > 0 1 Z,. ) where, 

/X : C[ + YiWoman + y^edul + y^edu3 + y^edul * woman + y^edu3 * woman + yf^age + 
y-iOge^ + y^children + y^married + y^^married * woman + 
y, [ persistent_unemployment 

P'Z : Cj + >9] woman -I- p^eduX -I- p^edu3 + P^eduX ■ woman + P^edu3 ■ woman + Pf^age + 

P-,age^ + pgrich_region + P^poor_region + p^„ 



and: 



children = Dummy for non-adult children living in the household 

persistent unemployment = Dummy for unemployment spell longer than one year at least once in the 
five years preceding the survey 

rich_region (poor region) = Dummy for individual living in a region that has both higher (lower) 
GDP per capita and a lower (higher) unemployment rate than the national average 

A, = estimated conditional mean of the error of the participation equation (so-called inverse Mills 

ratio) 



16. As for the wage premia, the rationale to control for experience is strong when estimating the employment 
probabilities. However, approximating actual experience with potential experience would be more 
problematic in this context because the surveys provide no information on previous participation spells of 
currently inactive individuals. For this reason the variable age was retained instead. 

17. Controlling for discouraged workers excludes from the sample the individuals who, in any event, would 
have a very low probability of participating in the labour market. With this additional control, the estimates 
presented here are somewhere in between the cases where either no adjustment is made for the selection 
bias or all working age individuals are viewed as potential participants in the labour market. The variables 
of long-term unemployment and regional dummies are only introduced in estimations for European 
countries. The case for these variables has been tested through appropriate likelihood ratio tests. Countries 
where the regional dummies have a significant impact on the employment probabilities are Germany, Italy, 
Belgium, Spain, Greece, and Austria. The underlying assumption is that workers do not migrate to regions 
where the probability of finding a job is higher, i.e. the region of residence is exogenous. 
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30. Regression results for 2001 are shown in Table 2.'* Participation and einployrnent probabilities 
are correlated (i.e. there is indeed selection) only in some countries and in some years.™ The estimates are 
in line with expectations for most variables. Education increases both the probability of participating in the 
labour market and that of finding a job. While for most countries one cannot reject the hypothesis that the 
impact of education on the employment probability is linear, there are a few exceptions (e.g. in Finland, 
where upgrading from secondary to tertiary education increases the employment probability by more than 
upgrading from primary to secondary education). 

[Table 2. Results of the employment and participation regressions for 21 OECD countries, 2001] 

3 1 . The estimation of employment and participation equations delivers two parameters to be used in 
computing the IRR: the probability of employment (conditional on participation) across levels of schooling 
and the marginal effect of schooling on the employment probability (employability premium). The latter is 
computed as the difference between the estimated employment probabilities for tertiary and upper- 
secondary graduates, using the coefficients y §2 and estimated in the equations above. In this calculation, 
the other variables are fixed at a reference level (corresponding to a single prime-age individual without 
children). 

32. In 2001, the estimated conditional probability of employment for an upper-secondary degree 
holder was around 92% for women and 95% for men in most countries. With a tertiary education degree 
the employment probability increases on average by around two percentage points (Figure 5). The largest 
premia (above 3-4 percentage points) are found for men in Italy, Poland and Canada, and for women in 
Hungary, Finland and Sweden.^** Small (or even negative) effects are found for men in Ireland, the 
Netherlands, Belgium, Switzerland and France, and for women in Spain, Switzerland, Luxemburg, and 
Italy. Gender differences are particularly large in Italy and Belgium. Although these employability premia 
estimated on micro-data isolate the education effect on employment from other characteristics, they are 
generally broadly in line with the gaps between aggregate unemployment rates of upper-secondary and 
tertiary degree holders.^* 

[Figure 5. Marginal effect of tertiary education on the employment probability, 2001] 

33. The employability premia display stronger cyclical sensitivity than wage premia. They increase 
rapidly between 1995 and 1997, and fall monotonically afterwards. The fluctuations are particularly 



Comment [SH2]: In my opinion, it 
should be the contrary: Regression results 
belong to the main text, descriptive 
statistics belong to the annex. 



18. Descriptive statistics and definition of the variables used in the regressions are reported in Annex 1 

19. Though selection is found only for a subset of countries/years, drawing consistently on two-step approach 
estimates even when the selectivity bias is rejected allows for a unified framework warranting 
comparability across countries and years. 

20. Employment probabilities for all countries refer to the average man/woman. For Italy these probabilities 
are calculated for a woman/man coming from middle-income regions (mostly central regions). This 
additional restriction was made to isolate the impact of education on the employment probabilities from the 
impact of idiosyncratic labour market conditions. In fact, Italy is the country where the regional 
characteristics of the reference individual matter most for the marginal effect of schooling on employment 
probability. For the other countries, where the regional effects were significantly different from zero, the 
marginal effects were computed without specifying the region of residence; this comes down to 
considering average marginal effect across regions. 

21. The microeconomic estimates are generally lower than aggregate figures (2.2 versus 3 percentage points 
for women and 1.9 versus 2.1 percentage points for men) and show lower cross-country dispersion (1.8 
versus 2.8 percentage points for women and 1.7 versus 2.3 percentage points for men). 
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marked for Spain and Italy, partly due to concomitant changes in labour market policies.^^ Moreover, the 
marginal effect of schooling tends to decline in the majority of countries and becomes more homogenous 
over time for both men and women.^^ 



Box 3. The impact of variables other than education on employment and participation probability 

Gender effects vary across countries but women are generally less likely to participate and to be employed. The joint 
effect of education and gender on participation turns out to vary across countries too, being generally positive at tertiary 
attainment level and negative at primary education level (implying that tertiary-educated women tend to participate more 
often than tertiary-educated men and conversely that primary-educated women are active less often than primary-educated 
men). Concerning the link between gender, education and employment probability, regressions results for 2001 do not show 
any strong relationship. 

Both the age profiles of employment and participation probabilities are inverted U-shaped, but the latter age-profile is 
more “concave”. Being married increases the propensity to participate for men and decreases it for women, while having 
children has mixed effects depending on the country. Participation generally decreases after the experience of long-term 
unemployment, though this depends on the country under study. The probability of finding a job is higher in richer regions 
and lower in poorer regions. The regional disparities effects are considerable in Italy and moderate in Germany, Austria, 
Finland and Spain. The impact of the control variables is essentially the same in the years prior to 2001, though the size of 
coefficients may vary. 



Tax and benefit parameters 

34. Gross premia have to be transformed into net premia taking into account labour income taxation. 
In computing net labour market premia both progressivity and the level of taxes matter. The average tax 
rate is more important for net employability premia whereas the marginal lax rate dominates in 
determining net wage premia (see section below).^"^ The relevant marginal and average tax rates for 
computing the IRR to one (additional) year of tertiary education are those applying to an upper-secondary 
degree holder, which is the reference individual in the calculation). Lacking information on tax schedules 
by level of education, marginal and average tax rates of upper-secondary degree holders are proxied by the 
rates paid by workers at 100% of average earnings, as defined in various OECD fiscal models (see 
Box 3).^^ These tax rates include personal income tax and employees’ social security contributions.^^ 



22. In the mid-1990s Spain, in particular, introduced a number of reforms targeted at increasing the labour 
market participation of low-skilled workers. These reforms could explain the declining importance of 
tertiary degree for employment after 1997. 

23. While employment prospects of both upper-secondary and tertiary degree holders have increased between 
1994 and 2001, the employability of upper-secondary degree holders has progressed at an even faster pace. 
This explains the trend decline of the employability premia of tertiary education. Female employability 
premia are declining faster because women with an upper-secondary education have benefited relatively 
more from the up-swing in labour markets during the 1990s. 

24. As discussed above, the higher absolute amount of additional income earned by a tertiary degree holder can 
be decomposed into: /) an increase in net wages holding the employment probability constant; and //) the 
monetary equivalent of an increase in the employment probability holding net wages constant. 
Analogously, marginal and average tax rates on unemployment benefits are respectively applied to 
marginal and average gross out-of-work replacement rates. 

25. This assumption may possibly introduce some measurement error in countries with very high/low stock of 
human capital, i.e. where the educational attainment of the average worker is higher/lower than upper- 
secondary. This assumption was tested by comparing the average number of years of schooling as 
estimated in Education at a Glance, with the typical duration of study programmes at various levels. In 
most of the OECD countries under scrutiny the average number of years of schooling indeed corresponds 
to the number of years of schooling required to complete an upper-secondary degree. Detailed results of 
this test are available upon request. 
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35. On the benefit side, the model accounts for out-of-work transfers from unemployment insurance 
and retirement schemes. As for taxes, unemployment benefits matter both on average and at the margin. 
Data for average and marginal replacement rates drawn from the Benefits and Wages model (see Box 3). 
Gross pension replacement rates are based on the new OECD Pensions model (see OECD, 2005a). They 
reflect the pension entitlements for a worker entering the system in 2002 at the age of 20 and retiring after 
a full career.^’ The pension model includes all mandatory pension schemes for private- sector workers, as 
well as systems with near-universal coverage (at least 90% of employees). Mandatory individual accounts 
and resource-tested benefits are also included. Replacement rates are calculated separately for men and 
women whose gross pre-retirement earnings were 100% of average earnings. When unemployment and 
retirement benefits are taxed, this is taken into account in the calculations, with tax rates, referring to 
individuals at 100% of average earnings. 



Box 4. Assumptions on tax and benefits parameters 

All tax rates used in computing IRR are specific to the labour force status of individuals (employed, unemployed 
or retired) but not to gender, and are assumed to be constant over the life-cycle. The different sources for the tax 
parameters are as follows: 

For emp/oyed individuals, marginal and average labour income tax rates are based on the OECD Taxing Wages 
Dataset. These tax rates include personal income taxes and employees’ social security contributions. The 
representative benchmark for an upper-secondary degree holder is assumed to be a single individual without children 
earning 100% of Average Earnings (hereafter, AE). Average Earnings are defined according to the new definition of 
the Average Worker implemented in the 2004 OECD Taxing Wages Model (see OECD, 2004a). The previous 
definition of the average production worker referred to manual employees working full-time in the manufacturing sector, 
while the new one refers to manual- and non-manual employees working in a broader set of industries. 

For the unemployed, tax rates are based on the 2001 OECD Benefits and Wages model and refer to a 
representative individual whose earnings before unemployment were 100% of AE. These tax rates assume short-term 
unemployment 

For pensioners, marginal and average tax rates are derived from the OECD Pensions at a Glance model (OECD, 
2005a). They are based on the same benchmark individual and include personal income taxes and social security 
contributions paid by pensioners. 

The calculation of out-of-work benefits is based on the OECD Benefits and Wages Model. However, not all the 
required data, both across time and income levels, are available from this source (the data for the representative 
individual - i.e. a single person without children earning 100% of the AE - were not available before 2001). Gross 
unemployment benefit average replacement rates for each year in the sample are then approximated by the average 
of replacement rates corresponding to two earning levels, three family situations and three durations of unemployment. 
The marginal replacement rate can only be calculated for year 2001 and is assumed to remain constant over the 
sample period. 



26. Arguably, differences in the way of splitting social security contributions between employees and 
employers may affect the cross-country comparability of the IRRs. Considering only employees' social 
security contributions could indeed over-estimate tax rates in countries where the bulk of contributions is 
paid by employees (e.g. Denmark) compared with countries where the burden is mostly on employers (e.g. 
Belgium, France, and Spain). However, this potential bias is likely to be compensated by lower gross 
wages in countries where the bulk of social security contributions is paid by employers. 

27. These entitlements include changes in pension rules that have been legislated and are being implemented. 
It is assumed that they will remain unchanged over the life cycle of the representative individual. 
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From the Mincerian gross wage premium to the net wage premium component of the IRR 

36. Mincerian regressions deliver wage premia per completed tertiary degree. In order to get the 
relevant net wage premium component for the IRR in equation (3), Box 1) several adjustments are 
required. First, it is necessary to express wage premia at annual rates, i.e. per year of tertiary education. 
Second, the wage premium needs to be corrected to reflect that individuals may fail to complete their 
tertiary education.^* Third, the wage premium has to be “netted out” of the foregone experience premium 
during tertiary studies. Finally, the net wage premium is obtained by multiplying the gross wage premium 
(as adjusted in the previous three steps) with the expected marginal tax factor. These corrections are 
addressed in turn. 

37. To express the results as gross wage premium per year of tertiary education, the country-specific 
average duration of tertiary studies d is used to bring the estimates of the previous section to an annual 
basis. Assuming a constant percentage increase in the hourly wage for each year of tertiary education, the 
gross wage premium per year of tertiary education is obtained as (l-l-0)*'^‘*-l, where 0 is the estimated 
premium. Figure 6 summarises the results. The country average of the gross hourly wage premium is 
around 1 1% for both men and women. Wage premia are comprised between above 5% (men in Greece and 
Spain, women in Austria and Italy) and over 14% in Luxembourg, Hungary, United Kingdom, the United 
States, and Ireland. When controlling for the duration of tertiary studies, the country ranking changes 
significantly in some cases. Australia and Ireland where studies are shorter than the OECD average 
considerably increase their position. So do Switzerland and the United Kingdom, although to a smaller 
extent. At the same time, countries characterised by long study duration such as Austria, Germany, Greece 
and Italy, fall further back. 

[Figure 6. Gross wage premium per year of tertiary education] 

38. The second adjustment on the wage premium is required on the grounds that students may drop 
out of tertiary education and that the estimated Mincerian wage premia refer to people who, instead, have 
completed it and obtained a degree. The correction simply consists of discounting the wage premium per 
year of tertiary education by the so-called survival rates, which measure the probability of finishing tertiary 
education once enrolled.^^ Survival rates vary in a small interval across OECD countries, and tend to be 
generally higher in countries with more segmented study tracks. 

39. The third adjustment is made to add back the experience loss due to continued schooling from the 
wage premium. However, since the experience premia vary between 0% and 1.7% (German women and 
Swiss men respectively), this adjustment to wage premia is relatively small. 

40. Finally, the net wage premium is calculated by multiplying the gross wage premium per 
additional year of tertiary education with the expected marginal tax factor. The latter is expressed as the 
average of the marginal tax rate for workers, weighted by the employment probability P^, and the marginal 
tax rate of unemployed times the marginal replacement rate, weighted by (1-Pe). These probabilities are 
fixed at the level of an upper-secondary degree holder. In many countries the changes from gross to net 



28. This adjustment is necessary because we use ex post wage premia, i.e. premia obtained by people who 
have completed a tertiary degree, to predict ex ante wage premia, i. e. forecasts of labour market prospects 
for individuals just starting tertiary education. 

29. The available survival rates (from OECD Education at a Glance) refer to the overall duration of studies; 
they are then converted to an annual basis using the actual duration of studies. This may imply an upward 
bias to the extent that the probability of dropping out is higher in the first year of tertiary education than in 
successive years. 
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wage premia are sizeable, implying reductions in the premium by 2.5 to over 10 percentage points 
(Figure 7). 



[Figure 7. Comparison of gross and net wage premium per year of tertiary education] 



From the employability premium to the net employability premium component of the IRR 

41. As for the adjustment from gross to net wage premia, the employability premium (P',,, in 
equation (3), Box 1) also requires some transformation before entering the IRR formula. The bulk of the 
net employability premium is given by the “monetary equivalent” of the increase in the probability of 
employment reflecting additional schooling: i.e. the additional amount of after-tax wage earned. In this 
calculation, wages are fixed at the level of an upper- secondary degree holder and taxed at the 
corresponding average tax rate. However, the net employability premium also takes into account the loss in 
out-of-work net benefits due to the lower incidence of unemployment associated with higher schooling. 
The net employability premium thus depends on the marginal effect of schooling on employment as 
estimated through the employment equations and expressed per year of tertiary education (i.e. adjusted for 
the study duration), but also on the size of out-of-work replacement income and taxation. 

42. Figure 8 shows the net employability premium per year of tertiary education. In all countries net 
employability premia are much smaller than gross premia in absolute terms,^° the reason being the 
generally small difference between the net take-home pay and out-of-work replacement income.^’ As a 
result the magnitude of the net employability premium is small compared with that of the other drivers of 
the IRR. In gross terms, employability premia are, on average, around V 2 %, whereas in net terms they 
decrease to a negligible 0.1%. Negative premia are mostly due to cyclical effects in 2001 and tend not to 
occur in other years. 

[Figure 8. Comparison of gross and net employability premium per year of tertiary education] 



Pension benefits 

43. In computing IRR, pension benefits are first adjusted by a tax factor and then discounted 
according to a representative market interest rate which is a function of labour productivity growth, the 
degree of indexation of pension benefits on wages, the length of the working life and the retirement period. 
Discounted net pension benefits (normalised to the average earning of someone with an upper-secondary 
degree) are shown in Figure 9. Portugal and Luxembourg display the highest net pension benefits, as a 
result of both high replacement rates on pension benefits. On the other side of the spectrum, Finland and 
Italy are among the countries with the lowest net pension benefits owing to high taxation of pension 
benefits. By assumption, net pension benefits are received from the end of the active life until the expected 
death of the person, so that differences in life expectancy and retirement age could potentially change the 



30. The gross premia shown in Figure 5 are smaller than those discussed above because they are expressed per 
year of tertiary education, favouring countries with short study duration over long-duration countries Mke 
for wage premia. 

3 1 . This difference ranges from 50% of gross earnings of an upper-secondary degree holder in Ireland (male- 
female average) to almost nothing in Portugal. 
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country ranking with respect to net pension benefits. However, discounting those benefits (due to late 
occurrence in life) levels country differences in benefits. 

[Figure 9. Undiscounted net pension benefits] 



Direct and indirect costs of education 

Direct costs 

44. In most countries, individuals do not bear the whole cost of education because funding to defray 
tuition fees and living expenses is publically-funded. This public support takes the form of either grants or 
loans (see OECD, 2006). The baseline estimates of direct costs presented below take into account grants 
for tuition fees. However, due to data limitations grants for living expenses cannot be computed for all 
countries and are, therefore, not accounted for in the baseline estimates of direct costs. In principle, grants 
for living expenses should be subtracted from private costs of education since upper-secondary degree 
holders who go to the labour market also bear living costs without receiving any transfer from the 
government. However, lacking relevant information for all countries under scrutiny, costs were only netted 
out of grants earmarked to tuition fees. This may imply a downward bias in IRR for Nordic countries, 
which are most generous in paying grants and loans for living costs to students. 

45. In practice direct costs are obtained by combining three indicators: i) annual total expenditure on 
tertiary education per student (including core educational services and R&D activities) (indicator B 1.1, 
EAG 2005); ii) the share of final expenditure borne by the private sector and Hi) the proportion of private 
final expenditure subsidised by the public sector, which only covers tuition fees (indicators B3. 2b, EAG 
2005). “Net” direct costs are thus given by the product of the annual total expenditure per student and the 
share of the initial expenditure borne by the private sector [given by (2) minus (3)].^^ In the baseline 
calculation direct cost figures refer to 2002. 

46. Figure 10 shows the baseline measure of net private costs (panel A) and two alternative (and 
conceptually superior) measures of costs, which are, however, only available for a few OECD countries. 
One is direct cost net of grants for living costs, as discussed above. The other is based on the latter and 
additionally subtracts interest subsidies on student loans and the part of the principal that is never repaid. 
Education costs vary widely across OECD countries, ranging from around 0 to 64% of the wage of an 
upper-secondary degree holder. European countries display the lowest costs, due to zero or low tuition fees 
and/or grants for education costs. Panel B shows that in countries where a substantial share of funding of 
tertiary education takes the forms of grants and loans for living costs, the actual cost of studying is even 
negative, meaning that students are in fact subsidised. 

[Figure 10. Net direct costs of tertiary education, 2002] 



In reality the discount rate on pensions is endogenous, being itself a (decreasing) function of IRR. As a 
consequence, the contribution of pension benefits to IRR will be further reduced for countries that have 
small returns to schooling. 

33. “Final” expenditure refers to the disbursement, while “initial” expenditure to the cost truly sustained by 

individuals, i.e. adjusted for public subsidies. Missing values for EAG indicators Bl.l and B3.2b have been 
replaced by the sample mean. 
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Opportunity cost 

47. The opportunity cost associated with tertiary education consists of foregone labour earnings 
during tertiary studies, including both the wage of an upper-secondary degree holder and the premium on 
work experience accumulated while working (rather than studying). Opportunity costs are calculated as the 
average of net wages and unemployment benefits for an individual with upper-secondary attainment 
participating in the labour market, weighted by the probabilities of being respectively employed and 
unemployed. 



Productivity growth 

48. Since the duration of working life is assumed to be the same for all educational levels, tertiary- 
degree holders enter and quit the labour market later than upper-secondary degree holders. With aggregate 
productivity growing over time, tertiary-degree holders, therefore, enjoy a higher labour productivity level 
throughout their career. In the baseline, labour productivity growth is uniform across countries and set 
equal to 1.75% per year (the long-term economic growth rate usually retained in OECD projections). As 
an alternative, an internal rate of return was also calculated extrapolating country-specific average labour 
productivity growth over the past decade. 



Country and period coverage of the IRR ealculation 

49. IRR are computed for males and females in 21 OECD countries: Australia, Austria, Belgium, 
Canada, Denmark, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Luxembourg, the 
Netherlands, Poland, Portugal, Spain, Sweden, Switzerland, the United Kingdom and the United States. 
Estimates cover the period 1991-2005. Country coverage is highly unbalanced, ranging from two years for 
Switzerland (1999-2000) to fifteen years for the United Kingdom. 

50. Among the components of the IRR the following are time-variant: wage-premium, employment 
probabilities, employability premium, experience premium, average and marginal taxes on labour earnings; 
by contrast, due to data limitations the following are time-invariant: average and marginal taxes for the 
unemployed, replacement rates for out-of-work and pension benefits, taxes on pension benefits, direct 
costs, duration of studies, and survival rates in tertiary education. The time-invariant parameters are set at 
their 2001 or 2002 values, depending on availability. The following components of IRR are gender- 
specific: wage premium, experience premium, employment probabilities, employability premium, pension 
replacement rates, length of working life, and life expectancy at birth. 



3. Results for the private IRR 
Baseline IRR estimates for 2001 

51. Incorporating all the elements described above allows computing the baseline internal rates of 
return. Results for 2001 are shown in Figure 11. Internal rates of return vary across countries from 4 to 
above 14%. The average return (across countries and gender) is 8.5%, which is lower than previous OECD 
estimates but substantially higher than current market real interest rates. The range of returns for women is 
somewhat wider than for men (from 4 to 14.4% vs. 5 to 12%). 



34. This was considered a sensible forecast of the rate of growth in real wages over the life-cycle across OECD 

countries, under the assumption of convergence to the best performer. 
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[Figure 11. Estimates of the IRR to tertiary education] 

52. Low average returns are found (by ascending order) for Italy, Spain, Sweden, the Netherlands, 
Germany, Austria, Hungary, Belgium, Greece and Finland. IRR are moderate in Canada, France, Poland 
and Denmark. The highest returns are recorded in the United States, Australia, Luxembourg, Switzerland, 
the United Kingdom, Portugal, and Ireland. 



Alternative IRR estimates for 2001 

53. Figure 12 shows IRR under an alternative scenario for 2001, with labour productivity growth 
equal to the country-specific average over the period 1995-2004. This alternative assumption does not 
affect the country ranking with respect to IRR but changes their levels. On average country-specific growth 
IRR are 0.3% points higher than baseline IRR. For some countries the change is substantial; for instance, 
IRR increase by 2.8% points in Ireland, by 1.8% points in Hungary and by 1.5% points in Greece. By 
contrast, the IRR fall in the Netherlands, Italy and Spain (respectively hy 1.3% points, 1% points and 0.7% 
points) relative to the baseline estimates. 

[Figure 12 Estimates of the IRR to tertiary education, alternative calculations with country- 

specific prodnctivity growth] 

54. An additional alternative scenario is produced with IRR containing time-invariant employability 
premia and employment probabilities. A motivation for this variant is that the employment parameters vary 
with cycle much more than wage and experience premia, and that investment decisions may be taken on 
the basis of average values rather than on year-specific information. Figure 13 shows that the IRR resulting 
from this alternative computation are broadly consistent with the baseline estimates. The largest 
differences between the baseline and the alternative scenarios are observed for Ireland (men only, 70 basis 
points up), Greece (50 basis points up for women and 30 for men), Italy and Spain (women only, around 
30 basis points up). 

[Figure 13 Estimates of the IRR to tertiary education, alternative calculations with time- 
invariant employment premia and employment prohahilities] 

55. IRR estimates presented in Figure 14 include revenues from students’ part-time work. Lacking 
complete cross-country information on both the extent of students’ participation to the labour market and 
their earnings, it was necessary to make some arbitrary assumptions. First, it was assumed that students 
spend 10% of their time working in paid employment at the gross wage rate of upper-secondary degree 
holders; second, their earnings are taxed at 10% on average; finally, their employment probability 
(conditional on participation) is that of upper-secondary degree holders. Under those assumptions, 
concomitant work income reduces the opportunity cost of studying and, hence, increases the IRR in all 
countries compared with the baseline.^^ The effect amounts to almost 1 percentage point on average, 
ranging from 0.6 percentage points in Spain to over 1.5 percentage points in Denmark. 

[Figure 14. Estimates of the IRR to tertiary education, alternative calculations with students’ 

part-time work] 



35. To the extent that study duration is negatively correlated with the extent of students’ participation to the 

labour market the impact of students’ work on IRR may be overestimated. 
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IRR over the period 1991-2005 

56. Baseline IRR is computed for the years 1991-2005 (Tabled). The cross-country cross-period 
average IRR is found to be slightly above 8% for both men and women, slightly less than the 8.5% 
observed in 2001. The IRR vary more across countries than over time. Returns are relatively stable, with 
the OECD average only slightly increasing between 1994 and 2001 (see Figure 15). The strongest upward 
trends are observed for Ireland, Portugal and Canada. Conversely, the United Kingdom displays a 
downward trend, especially at the end of the observed period. 

[Table 3. Estimates of IRRs, various years] 

[Figure 15. Evolution of OECD average IRR betweeu 1994 and 2001 ] 

57. Table 5 summarises the variance of IRR components across countries and over time. Concerning 
the cross-country dimension, annual employability premia vary the most. With the exception of 
employment probabilities, all the other components reported in the table (annual wage premia, marginal 
tax rates, gross out-of-work benefits and net replacement rates) display essentially the same variance. From 
a time variance perspective, the majority of IRR ingredients do not vary substantially, with the only 
exception of employability premia and (to a much lower extent) of wage premia. 

[Table 4. Variation across countries and over time of tbe main IRR components] 



Results of earlier IRR estimations 

58. An abundant empirical literature exists on IRR. However, methodological differences in the 
computation of IRR, as well as relative paucity of cross-country comparative studies, make it problematic 
to compare the IRR estimates presented here with those from previous studies. Harmon et al. (2003) for 
instance provide an extensive and detailed review of findings on returns to education, but only regarding 
wage premia. Even the latter are hardly comparable to our estimates of wage premia in this study, since 
they do not refer to tertiary education but to all education attainment levels. 

59. Psacharopoulos and Patrinos (2004) report IRR computed through the discount method (but 
relying on aggregate labour market premia) for a huge sample of countries (including many non-OECD 
countries). They find average IRR to higher education of 11.6% for the OECD countries. Blondal etal. 
(2002) compute private internal rates of return to tertiary education at the end of the 1990s for ten countries 
and estimate higher returns than this study, varying in the range of 7.5% (Italy) to 18.5% (the United 
Kingdom), with an average value of 11.6%. The data sources and the methodology underlying these 
estimates are, however, quite different from those retained in this study.^’’ 

60. De la Fuente and Jimeno (2005), which this study closely follows, compute returns for some 
European countries which range between 4.28% (Sweden) and above 12% (United Kingdom), with a 
15-EU countries average of 8.8% (slightly above our estimates). Differences relative to results in this study 
are especially large for Italy, Greece, Spain and Germany, possibly reflecting different data sources for the 
estimation of labour market premia. 



36. Notably labour market premia are not estimated through multivariate regression but are calculated as 

gender-age-specific ratios of the average annual earnings of tertiary degree holders relative to those of 
upper-secondary degree holders. 
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Interpretation of the IRR and caveats 

61. Despite efforts to compute IRR as accurately as possible, some limits of this method need to be 
pointed out. First of all, the IRR shown above refer to an average individual so that they do not reflect 
heterogeneity in a number of possible dimensions, notably ability, quality of education received, field of 
studies and possible liquidity constraints affecting students. Lacking a distribution of IRR for each of these 
dimensions, estimates should just be read as country-average returns for a representative individual.^’ 

62. A second remark pertains to the general interpretation of IRR and to the possible explanation of 
cross-country differences in their levels. IRR depend on many factors and yet their main component is the 
wage premium. High wage premia may result from market forces, possibly reflecting scarcity rents, but 
also from specific labour market institutions which may preserve rents on skilled-labour.’* For this reason, 
IRR (or wage premia) provide only an imperfect proxy of labour productivity of tertiary-educated workers 
and should be better read as a measure of how high the incentives are to undertake tertiary education. The 
related question for policy-makers is then how to act on these incentives, if the final goal is to increase 
tertiary human capital. 



4. The impact of policies on IRR 

63. Tertiary education and broader economic policies may affect the quantity of human capital 
accumulation either directly, for instance by acting on the characteristics of tertiary education supply (see 
Oliveira Martins et al. 2007) or indirectly, by increasing or decreasing private incentives to invest in 
tertiary education. This section addresses the impact of policies on private incentives by analysing how 
IRR respond to changes in labour market characteristics and education, social, and fiscal policies. 

64. The analysis is carried out in two steps. First, ingredients of IRR are changed one-by-one by the 
same small (absolute) amount in all countries. This exercise highlights to what extent cross-country 
differences in the IRR depend on those in these components. A second round of simulations consist of 
setting wage and employability premia, as well as private costs, to the upper end of their respective cross- 
country distributions (conversely, tax rates are set at the lower end of their cross-country distribution). 
These simulations illustrate country-specific effects of policy changes. All sensitivity exercises are carried 
out for 200 1’* and are partial-equilibrium in nature, ignoring both the direct effect of policies on human 
capital investment and feedback effects from changed investment volumes on the IRR via the wage 
premium. 



37. In principle it would have been possible, at least for labour market premia estimated on micro-data, to get a 
range of IRR by income decile (notably through quantile regressions). However, fiscal parameters and 
costs being solely available at aggregate level, the route of quantile regressions has not been pursued. Had 
this been done, it would not have been possible in any event to identify the causes of heterogeneity 
{i.e. individual ability versus higher quality of education, or high-rewarding field of studies) that remain 
unobservable in the datasets under use. 

38. Boarini et al. (forthcoming) assess the relative importance of labour market forces and institutions on wage 
premia. 

39. The missing 2001 values of labour market premia are replaced with their latest available counterparts 
(Poland and Switzerland: 2000; Hungary: 1997). 
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Main influences on the IRR: policies and labour market outcomes 

65. This part of the sensitivity analysis looks at the elasticity of IRR with respect to their main 
drivers. Only one component is changed at a time, holding all the others constant except for obvious cases 
such as an increase in study duration, which is assumed to shorten the working life accordingly. All 
changes amount to 1% point increase, with the exception of study duration which is varied by 1%. While 
these changes are numerically the same, they are quite different economically: a 1 percentage point 
increase in the employability premium from, say, 4 to 5 percentage points is more substantial than an 
increase in the wage premium from 40 to 41% or a 1% increase in the duration of studies. 

66. The main results concerning the IRR elasticities, which are summarised in Figure 16, show that 
both OECD average figures and the range of dispersion across countries. These results can be summarised 
as follows: 



• Fiscal policy: A higher marginal tax rate reduces the net wage premium (elasticity slightly 
over 0.12). By contrast, a higher average income tax rate tends to increase the IRR, mainly 
via a reduction in opportunity costs, which represent the bulk of total private costs.'"’ The net 
effect of a joint increase in average and marginal tax rates depresses the IRR in all countries. 

• Social policy: An increase in the average unemployment benefit (UB) replacement rate 
dampens labour market returns to education (as long as tertiary degree holders have higher 
employment probability than upper-secondary degree holders) and slightly increases the 
expected opportunity cost of studying. The net effect on the IRR is very small.'” '’^ 

• Education policy: Higher tuition costs (as a fraction of gross annual earnings of the average 
upper-secondary degree holder) have a direct negative effect on the IRR (elasticity 
around 0.1). A marginal increase in the study duration also reduces the return per year of 
tertiary education. However, if students devote a higher share of their time to paid work 
(share assumed to be zero in the baseline), this significantly reduces opportunity costs."^ 

• Labour market characteristics: An increase in the gross wage premium on tertiary education 
by 1 percentage point increases the private IRR by 0.13 percentage points on average, with 
the effect ranging from 4 to 20 basis points. At 7.2 basis-points, the average increase resulting 
from higher employability premium is much smaller because any increase in net lifetime 
earnings due to the higher conditional employment probability of tertiary degree holders is 
partly undone by the loss of unemployment benefits and by those being usually taxed at much 
lower rates than labour earnings. A not negligible IRR effect of changes to the gross 
employability premium is only observed for countries (such as Australia, Austria, Denmark, 
Greece, and Ireland) where the difference between the take-home pay rate and the net 



40. Tax changes in Figure 16 and thereafter are jointly applied to labour and replacement incomes. 

41. The effect is small because the conditional probability of unemployment and, hence, the resulting reduction 
in life-time earnings are fairly small for upper-secondary degree holders in most countries, limiting 
employment-related increases in lifetime earnings for tertiary degree holders. 

42. No side-effects of higher UB on employment of secondary degree holders are taken into account. 

43 . Albeit occurring through the same channel (change in opportunity costs), the average IRR-elasticity with 
respect to student work at 0.10 is somewhat higher than that with respect to the average income tax rate 
(0.07) because a tax hike also lowers the net benefit from higher employability. No such offsetting force is 
at play with student work. 
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unemployment benefit replacement rate is above average. In some countries this difference is 
very small (e.g. in Portugal). 

[Figure 16. Reaction of IRR to changes in their main components, 2001] 

76. Over and above those reported, a number of other parameter changes have been analysed. In 
most cases, their IRR effect is very small, such as for the pension benefit replacement rate, the degree of 
pension indexation, the length of the working life, and the average experience premium. As to changes in 
the growth rate of average labour productivity (assumed to equal 1.75% in all countries in the baseline), 
they raise the IRR almost one to one and are therefore important for policymakers concerned with tertiary 
education incentives."*^ 



The differential impact of labour market characteristics and policies in individual countries 

Wage premium 

67. Since IRR are most sensitive to gross wage premia, countries with moderate wage differentiation 
may gain in terms of tertiary education incentives from allowing for stronger differentiation."*^ To illustrate 
this possible gain, the gross wage premium is set to two standard deviations above the country mean, at 
68%, i.e. the simple mean of the value for men (66%) and that for women (70%)."*^ With all other 
parameters remaining unchanged, the IRR would increase by between slightly less than 1 percentage point 
in Portugal and almost 8 percentage points in Australia (Figure 17). 

[Figure 17. Changes in IRR induced by higher gross wage premia, 2001] 

68. Overall, the lowest is the initial gross wage premium, the highest the increase in the IRR 
resulting from the simulation. Aside from this intuitive relationship, the increase in IRR also depends on 
the other parameters affecting the net wage premium, notably taxation and duration of studies, and on 
private costs. For example, in Ireland, where the marginal income tax is moderate and study duration is 
relatively short, the IRR increase would be stronger than in Germany and Italy, even though the simulated 
change in the gross wage premium is smaller. Likewise, the strong IRR increase in Australia mainly 



44. On the empirical connection between policies and labour productivity growth, see OECD (2003), The 
Sources of Economic Growth in OECD Countries. 

45. Policies and institutions contribute to compressing the distribution of gross wages. At the low end of the 
distribution, binding minimum wages and strong EPL may provide workers with a higher gross wage than 
would be warranted by their marginal productivity would suggest. At the high end, corporatist wage 
bargaining institutions (as measured by union density and the coverage of employment contracts by 
collective agreements) usually lead to some income sharing between high- and low-productivity workers. 
Boarini et al. (forthcoming) provide an empirical test of the impact of labour market institution on wage 
premia. 

46. These levels roughly correspond to the US wage premium for men and to the Hungarian wage premium for 
women. Hence, IRRs in these two countries barely change in the simulation. 
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reflects short average study duration.'*’ Finally, any increase in the labour market benefit (numerator of the 
IRR calculation) is amplified if total private costs (denominator) are low.'** 



Employability premium 

69. If the employability premium were to be two standard deviations above the cross-country mean 
everywhere, i.e. equal to 4.7 percentage points (gender average),'**’ it would have to rise by 2 percentage 
points on average. This is modest compared with the wage-premium changes simulated above. Even with 
this different impact in mind, the resulting average IRR effect (less than 0.2 percentage points) is 
extremely small (see Figure 18). Changes in IRR would be the highest in Ireland and the lowest in Poland 
and Portugal.^** 



[Figure 18. Changes in IRR induced by higher employability premia, 2001] 



Private direct cost 

70. Higher net private costs would reduce the IRR if other policy settings do not change at the same 
time. Again the illustrative exercise consists of setting net private costs (as a fraction of GDP per capita) 
equal to the mean plus two standard deviations, i.e. 22.7%, which happens to be equal to the Australian 
level. The simulated increase in private costs is substantial in all countries ranging from 10% of GDP per 
capita in Hungary and Poland to 22.9% in Greece. The fall in the IRR lies between 0.7 percentage points 
in Poland and slightly more than 3 percentage points in Denmark (Figure 19).^’ 

[Figure 19 Changes in IRR induced by higher direct costs, 2001] 

71. The effect on the IRR of a given increase in the cost-to-income ratio is the stronger the lower the 
initial level of costs {e.g. Austria, Belgium Germany and Greece have levels much below the country 
mean) and the higher the labour market benefits to education (e.g. above-average levels for Ireland and the 
United Kingdom). A low (high) initial level of costs implies a large (small) simulated change in costs. 



47. Due to the high incidence of short tertiary studies in Australia, the tertiary gross wage premium is much 
lower than in the United States and Hungary, and it would seem unrealistic to move it up to the US level 
without simultaneously increasing the average number of years in tertiary education. 

48. A second-order effect, occurring through the negative observed correlation between private costs and wage 
premia, makes for a bigger increase in IRR in low wage premia countries, where education costs are also 
the lowest. 

49. Both for men (3.8 percentage points) and for women (5.6 percentage points) the simulated employability 
premium is close to the 2001 levels observed in Finland. Note, however, that these values are only 
simulated for countries where they would not move the employment probability for tertiary degree holders 
(the sum of the employment probability for upper-secondary degree holders and the employability 
premium) exceed 1. In countries (e.g. Luxembourg, Netherlands, and Switzerland) where the employment 
probability for upper-secondary degree holders is above 0.953, the simulated marginal effect is not 
4.7 percentage points but just the margin missing to 1 (i.e. to full employment of tertiary degree holders). 

50. In Portugal the IRR decrease due to high out-of-work net replacement rates. 

5 1 . Private costs in the baseline IRR are net of grants for tuition fees but not net of other grants and loans due 
to data limitations. 

52. Due to missing data, results are not shown for Canada, Luxembourg and Switzerland. The United States is 
the only country where the IRR would increase, the actual private cost being higher than the simulated one. 
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leading to a strongly (weakly) negative effect on the IRR. Yet the impact on IRR is cushioned somewhat 
by the fact that countries with low private costs also tend to have below-average labour market benefits, as 
argued above. 



Marginal and average income tax rates 

72. As discussed above, the joint effect on the IRR of setting marginal and average tax rates on 
labour earnings at the lower ends of their respective cross-country distributions is positive. Here the effects 
of tax reforms are assessed in two steps. In the first step the marginal tax rate is set at 20%, while the 
average tax rate is left unchanged. This leads to substantial IRR increases (Figure 20). In the second step, 
average tax rates are also set to the lower end of the distribution, i.e. 13.3% of average labour earnings.^^ 
The total IRR effect is positive and ranges from 1/8 percentage point or less in Greece, Denmark and 
Poland to almost 7.6 percentage points in Hungary but there are only four more countries where the effect 
exceeds 1 percentage point (Finland, Germany, Luxembourg, and Sweden). Indeed, IRR increases induced 
by sharp reductions in the marginal tax rate are undone by cuts in the average tax rate that increase 
opportunity costs. 



[Figure 20. Changes in IRR induced by lower Income tax rates, 2001] 



Summary and conclusions 

73. This study has provided estimates of private IRR to tertiary education for 21 OECD countries in 
the period 1991-2005. The high degree of cross-country comparability of the basic components entering 
these estimates - net wage premium, net-income equivalent of higher probability of being employed, net 
pension premium, direct costs and opportunity cost of studying - represents a major strength of the study. 
Labour market returns have been obtained by cross-sectional regressions based on individual data from 
international panel data sources, which allowed controlling for a number of individual characteristics when 
estimating the effect of education on gross wages and on the conditional probability of being employed. 
Various OECD databases are used to adjust the estimated gross labour market premia for tax and benefit 
parameters, the duration of and survival probability in tertiary education and also to calculate the average 
private cost of tertiary education. 

74. We have shown that returns are, on average, above 8%, thus substantially higher than returns 
from comparable financial investments. We have also illustrated the variety of policy levers that shape 
individual incentives to invest in tertiary education. Sensitivity analysis has shown that the IRR depends 
positively on the wage premium, the employability premium, the share of their time students devote to paid 
work and the average income tax rate and negatively on direct costs, study duration, the marginal tax rate 
and, to a lesser extent, the unemployment benefit replacement rate. Another set of simulations has shown 
that moving the various IRR components to the boundary values of their respective cross-country 
distribution would lead to substantial changes in the IRR. Policy-makers may build on some of these 
results to design policies with the objective of stimulating incentives to invest in tertiary human capital. 

75. However, if the policy targets the volume of investment in tertiary human capital rather than the 
IRR per se, Oliveira Martins et al. (2007) show that putting in place policies that increase returns to 
education is not the only way to go. They find that supply-side factors as well as financing constraints 
facing individual students also have an important role in determining the country-wide level of tertiary 
human capital investment. Their simulation results suggest that aligning the input and output flexibility as 



53. Average and marginal tax rates on replacement income are zero in this simulation to avoid negative values. 
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well as the accountability of tertiary education institutions on supply conditions observed in the best- 
performing countries in the OECD would lead to substantial increases in tertiary graduation rates. Some of 
the supply-side policies may also be seen as a necessary condition to the effectiveness of policies aimed at 
raising IRR: returns to education may well be substantial in a given country, but if the education system 
fails to send a relevant signal as to how big these returns are, the investment in education may not 
materialise. 

76. The financial set-up of tertiary education is also of large importance: greater reliance on private 
resources may help conveying relevant information on costs and benefits associated to education, thus 
making possible informed investment decisions in education. Oliveira Martins et al. (2007) show, 
however, that introducing or significantly increasing tuition fees would weigh on tertiary human capital 
investment, not only through a lower average rate of return but even more so through more severe 
financing constraints for individual students. As a consequence, if governments want to raise overall 
expenditure on tertiary education via more significant contributions from students without having a 
detrimental effect on graduation ratios, the increase in tuition fees requires the introduction or extension of 
individual student financing systems, e.g. in the form of appropriately designed student loan systems. 
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Table 1 Results of the Mincerian wage regressions for 21 OECD countries. 2001 ^ 

Australia Austria Belgium Canada Denmark Finland France Germany Greece Hungary 

primary educ. - 0.1814 - 0.5169 - 0.2289 - 0.2994 - 0.2579 - 0.2419 - 0.1277 - 0.2324 - 0.2363 - 0.2595 

[ 0 . 01 97 ]*** [ 0 . 09792 ]**'[ 0 . 02682 ]**'[ 0 . 01 885 ]**'[ 0 . 03009 ]**'[ 0.0391 1 ]**'[ 0.02091 ]** [ 0 . 02955 ]**'[ 0.02351 ]**'[ 0 . 06052 ]' 
prim, educ-woman - 0.0324 0.0058 - 0.0185 - 0.0833 - 0.0377 - 0.0089 - 0.0664 0.0449 0.0314 - 0.0581 
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Table 2 (conf.) Results of the employment and participation regressions for 21 OECD countries, 2001 ^ 

I Netherlands Poland Portugal Spain Sweden Switzerland United Kingdom United States 

[ Employment Participation Employment Participation Employment Participation Employment Participation Employment Participation Employment Participation Employment Participation Employment Participation 







Table 3 Estimates of IRR, various years 




Sweden 6.2% 5.8% 4.4% 5.2% 5.4% 

Switzerland 10.4% 10.1% 

United Kingdom 12.6% 13.9% 13.3% 12.7% 12.7% 12.3% 12.6% 12.8% 12.2% 11.5% 12.3% 12.1% 10.9% 9.9% 

United States 8.6% 8.6% 8.9% 8.7% 8.5% 9.0% 8.9% 9.1% 9.4% 8.7% 9.2% 9.1% 







ECOAVKP(2007)51 



Table 4 Variation across countries and over time of the main IRR components 



Cross-country coefficient of variation 



year 


irr 


Annual Wage 
Premia 


Annual 

Employability 

Premia 


Employment 

Probability 


Marg. Tax 
Rate 


Aver. Tax 
Rate 


Gross out-of- 
work benefits 
replacement 
rate 


Net Pension 
Replacement 
Rate 


1994 


0.31 


0.44 


0.74 


0.07 


0.32 


0.26 


0.34 


0.41 


1995 


0.32 


0.41 


1.10 


0.07 


0.29 


0.25 


0.32 


0.40 


1996 


0.30 


0.40 


0.91 


0.07 


0.28 


0.24 


0.30 


0.42 


1997 


0.29 


0.43 


0.80 


0.07 


0.33 


0.26 


0.30 


0.40 


1998 


0.29 


0.39 


0.94 


0.06 


0.26 


0.27 


0.30 


0.42 


1999 


0.30 


0.38 


0.70 


0.05 


0.23 


0.25 


0.30 


0.40 


2000 


0.33 


0.40 


1.05 


0.05 


0.24 


0.26 


0.30 


0.40 


2001 


0.28 


0.35 


0.95 


0.05 


0.25 


0.28 


0.41 


0.46 


2002 


0.11 


0.20 


0.32 


0.03 


0.09 


0.03 


0.44 


0.60 


2003 


0.10 


0.10 


0.25 


0.01 


0.06 


0.06 


0.45 


0.74 



country 


irr 


Annual Wage 
Premia 


Over-time coefficient of variation 

Annual 

Employability Employment Marg. Tax 
Premia Probability Rate 


Aver. Tax 
Rate 


Gross out-of- 
work benefits 
replacement 
rate 


Net Pension 
Replacement 
Rate 


Australia 


0.04 


0.07 


0.26 


0.01 


0.00 


0.02 


0.19 


0.85 


Austria 


0.15 


0.18 


2.27 


0.01 


0.00 


0.02 


0.17 


0.15 


Belgium 


0.13 


0.15 


0.83 


0.03 


0.00 


0.02 


0.05 


0.04 


Canada 


0.13 


0.20 


0.24 


0.02 


0.06 


0.03 


0.00 


0.13 


Denmark 


0.15 


0.18 


1.27 


0.02 


0.01 


0.02 


0.07 


0.09 


Finland 


0.15 


0.14 


0.46 


0.03 


0.03 


0.05 


0.05 


0.35 


France 


0.05 


0.08 


0.96 


0.05 


0.04 


0.01 


0.01 


0.53 


Germany 


0.08 


0.10 


0.51 


0.02 


0.02 


0.03 


0.01 


0.01 


Greece 


0.18 


0.20 


0.75 


0.08 


0.11 


0.02 


0.28 


0.08 


Hungary 


0.09 


0.11 


0.69 


0.03 


0.02 


0.09 


0.00 


0.00 


Ireland 


0.17 


0.20 


1.12 


0.03 


0.19 


0.18 


0.15 


0.01 


Italy 


0.13 


0.11 


0.67 


0.06 


0.01 


0.03 


0.06 


0.16 


Luxembourg 


0.06 


0.09 


3.64 


0.01 


0.03 


0.03 


0.06 


0.19 


Netherlands 


0.17 


0.15 


1.86 


0.02 


0.09 


0.08 


0.00 


0.02 


Poland 


0.16 


0.26 


0.39 


0.01 


0.29 


0.34 


0.06 


0.14 


Portugal 


0.09 


0.12 


0.58 


0.02 


0.01 


0.03 


0.16 


0.16 


Spain 


0.26 


0.21 


1.16 


0.12 


0.03 


0.04 


0.05 


0.03 


Sweden 


0.15 


0.16 


0.46 


0.03 


0.02 


0.04 


0.00 


0.00 


Switzerland 


0.07 


0.10 


8.65 


0.01 


0.02 


0.01 


0.00 


0.06 


United Kingdom 


0.06 


0.09 


0.58 


0.02 


0.01 


0.04 


0.13 


0.06 


United States 


0.07 


0.05 


0.21 


0.01 


0.01 


0.01 


0.16 


0.12 



The coefficient of variation aoross countries is oniy shown for years where it was possibiie to compute IRR for at ieast three countries. 
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Figure 1 Individual returns to tertiary education illustrated 




DIRC : Direct costs of tertiary education 

OPPC : Opportunity costs of not starting to work after secondary education 
6 + P’ : Wage & employability premia associated with tertiary education (net of taxes and benefits) 
PENS : Retirement premia for tertiary education workers (net of taxes) 

1 . Assuming the same length of working life. 

2. Assuming partial indexation of pension benefits. 
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Figure 2 Gross wage premia from tertiary education ^ 

2001 ^ 



% of upper-secondary 

degree holder wage Men 




% of upper-secondary 

degree holder wage Women 




1 . Estimates of the increase in gross houriy earnings relative to a worker with a secondary education degree, 
controlling for individual characteristics other than education attainment. 

2. Except Hungary 1997 and Poland and Switzerland 2000. 

Source: the European Community Household Panel (ECHP), the Consortium of Household Panels for 
European Socio-Economic Research (CHER), the Cross-National Equivalent File (CNEE), and the 
Household, Income and Labour Dynamics in Australia Survey (HILDA) and OECD calculations. 
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Figure 3 Male-female differences in tertiary wage premia 

90% confidence intervals of point estimators, 2001 estimates ’ 




0.00 0.20 0.40 0.60 0.80 1 .00 1 .20 

Average premium over gross hourly wage 
of upper -secondary degree holder 



1 Except for Poland and Switzerland (2000). 

Upper bar: men; lower bar: women. 

Hungary, Luxembourg, Sweden and Switzerland are not shown in this chart since Mincerian regressions were ran on net rather than gross wages 
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Figure 4 Experience Premia for 21 OECD countries ^ 
2001 



% of upper-secondary 

degree holder wage Men 




% of upper-secondary 

degree holder wage Women 




1. Except Hungary 1997 and Poland and Switzerland 2000. 

Source: the European Community Household Panel (ECHP), the Consortium of Household Panels for 
European Socio-Economic Research (CHER), the Cross-National Equivalent File (CNEF), and the 
Household, Income and Labour Dynamics in Australia Survey (HILDA) and OECD calculations. 



43 





-eL 






# i 



/ 






/ 



iy 

><: c} 



s: 

® / 

/ 



/ 



4 






1. Increase in probability of employment: Tertiary degree holders relative to holders of upper secondary degree. 

2. Except Hungary 1997 and Poland and Switzerland 2000. 

Source: the European Community Household Panel (ECHP), the Consortium of Household Panels for 
European Socio-Economic Research (CHER), the Survey of Labour and Income dynamics (SLID), and the 
Household, Income and Labour Dynamics in Australia Survey (HILDA) and OECD calculations. 
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Figure 6. Gross wage premia per year of tertiary education 

2001 ' 



% of Upper-secondary degree 
holder wage 



Men 




18 

16 

14 

12 

10 

8 

6 

4 

2 

0 



% of upper-secondary 

degree holder wage Women 




1 . Except Hungary (1997); and Poland and Swizerland (2000). 

2. The total wage premium associated with a tertiary education level is converted to an annual basis by taking 
into account the duration of tertiary studies. 

Source: the European Community Household Panel (ECHP), the Consortium of Household Panels for 
European Socio-Economic Research (CHER), the Cross-National Equivalent File(CNEF), and the 
Household, Income and Labour Dynamics in Australia Survey (HILDA) and OECD calculations. 
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Figure 7 Comparison of gross and net wage premium per year of tertiary education' 

2001 ^ 



% of upper-secondary 

degree holder wage men 




% of upper-secondary 

degree holder wage Woni6n 




1 . Adjusted for survival rates, experience premia, marginal tax rate for employed and unemployed, marginal 
gross out-of-work replacement rates, probability of unemployment and duration of studies. See Box 1 , equation 3. 

Source;Gross Wage Premia and Unemployment probability are based on the European Community Household Panel (ECHP), 

the Consortium of Household Panels for European Socio-Economic Research (CHER), the Cross-National Equivalent File(CNEF), and the 
Household, Income and Labour Dynamics in Australia Survey (HILDA). Survival rates and duration of studies are from OECD Education 
at a Glance. Marginal tax rates are from OECD Taxing Wages model. Replacement rates are from OECD Benefits and Wages model. 

2. Except Hungary (1997); and Poland and Swizerland (2000). 
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Figure 8 Comparison of gross and net empioyabiiity premium per year of fertiary education' 

2001 



% of upper-secondary 




% of upper-secondary Women 

degree holder wage 





1 . Monetary equivalent of increase in employment probability, adjusted for the difference between net labour market earnings 
and net out-of-work benefits, survival rates and duration of studies. See Box 1 , equation 3. 

Source :Employment probability are based on the European Community Household Panel (ECHP), 

the Consortium of Household Panels for European Socio-Economic Research (CHER), the Survey of Labour and Income dynamics (SLID), and the 
Household, Income and Labour Dynamics in Australia Survey (HILDA). Survival rates and duration of studies are from OECD Education 
at a Glance. Fiscal parameters are from OECD Taxing Wages model and from OECD Benefits and Wages model. 

2. Except Hungary (1997); and Poland and Swizerland (2000). 
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Figure 9. Undiscounted net pension benefii!$2001^ 



% of Upper -secondary 

degree holder wage Men 




% of upper -secondary 

degree holder wage Women 




1 . Net replacement income adjusted for survival rales and experience premia. See Box 1 , equation 3. 

Source : Wage and experience premia are based on the European Community Household Panel (ECHP), 

the Consortium of Household Panels for European Socio-Economic Research (CHER), the Cross-National Equivalent File(CNEF), and the 

Household, Income and Labour Dynamics in Australia Survey (HILDA). Survival rates are from OECD Education 

at a Glance. Fiscal parameters are from OECD Taxing Wages model. Replacement rate is from OECD Pension at a glance model. 

2. Except Hungary (1997); and Poland and Swizerland (2000). 
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Figure 10 Net direct costs of tertiary education \ 2002 
Per cent A- Baseline (Net tuition fees only) 




Percent B. Alternative calculations for selected countries (including grants for living 




1 . In % of gross annual wages of an upper-secondary degree fielder. 

Source: OECD calculations based cn EAG (2005), Indicators B1.1 and B3.2b. 
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Figure 1 1 Estimates of the Internai Rates of Return to Tertiary Education 

2001 ' 




1. Except Hungary (1997); and Poland and Swizerland (2000). 
Source: OECD calculations. 
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Figure 12 Estimates of the internai Rates of Return to Tertiary Education, aiternative 
caicuiations with country-specific productivity growth^ 

2001 ^ 





1 . Labour productivity growth is the country average over the 1 995-2004 period. 

2. Except Poiand and Switzeriand: 2000 and Hungary: 1997. 

Source: OECD caicuiations. 
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Figure 13 Estimates of iRR, aiternative caicuiations 
with time-invariant empioyment premia and empioyment probabiiities 

2001 ' 




1 . Employment premia and probabilities set at the time-average for the period 1 994-2001 . 

2. Except Poiand and Switzeriand: 2000 and Hungary; 1997. 

Source: OECD caicuiations. 
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Figure 14 Estimates of the Internal Rates of Return, alternative calculations with part-time student work^ 

2001 ^ 



per cent 




1. IRR computed for taking into account part-time student work (light bars in the chart) build on the assumption that student work 10% of their time and 
are paid as upper-secondary degree holders, taxed 10% on average and have the same employment probability of upper-secondary degree holders. 

2. Except Poland and Switzerland: 2000 and Hungary: 1997. 

Source : OECD calculations. 
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Figure 16 Sensitivity Anaiysis on the internai Rates of Return \ 2001 ^ 

Male-female average 




PRT 

A 



□OECD average 
■ Maximum 
AMInimum 



HUN 

X 



1 . All drivers of IRR are changed by 1% point except for study duration, that is changed by 1%. 

2. Except Poland and Switzerland: 2000 and Hungary: 1997. 

Source : OECD calculations. 
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Figure 17 Changes in iRR induced by higher gross wage premia 2001 ^ 

Male-Female Average 




1 . In this simulation the gross wage premium is set to two standard deviations above the country mean. In Hungary and the United States 
where the wage premium is already higher than the simulated value, the IRR would fall. 

2. Except Poland and Switzerland: 2000 and Hungary: 1997. 

Source: OECD calculations. 
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Figure 18 Changes in iRR induced by higher gross empioyabiiity premia 2001 ^ 

Male-Female Average 




1 . In this simulation the gross employability premium is set to two standard deviations above the country mean. In Poland and in Portugal 
where the employability premium is already higher than the simulated value, the IRR would fall. 

2. Except Poland and Switzerland: 2000 and Hungary: 1997. 

Source: OECD calculations. 
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Figure 19 Changes in iRR induced by higher direct costs' , 2001 ^ 

Male-Female Average 




1 . Net private costs are set to the country mean plus tvyo standard deviations. 

2. Except Poland and Switzerland: 2000 and Hungary: 1997. 

Source : OECD calculations. 
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Figure 20 Changes in IRR induced by lower income taxes \ 2001 ^ 

Male-Female Average 




1 . Marginal and average lax rates are respectively set at 20% and 1 3.3% (the lowest values in the sample). 

2. Except Poland and Switzerland; 2000 and Hungary: 1997. 

Source: OECD calculations. 
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ANNEX 1 



Box A1. Data Sources and Variables for Employment Equations 

Data Sources 

The data on which the estimation of empioyment probabiiities and the empioyabiiity premia reiies are taken from six 
different datasets: the European Community Househoid Panel (ECHP), the Consortium of Household Panels for European 
Socio-Economic Research (CHER), the British Household Panel Survey (BHPS), the US Current Population Survey (CPS), 
the Survey of Labour and Income Dynamics (SLID), and the Household, Income and Labour Dynamics in Australia 
Survey (HILDA). 

Selection of the sample 

All active and inactive individuals between 15 and 64 are part of the sample with the exception of those already retired 
or in long-term sickness/disability leave (when this information was made available). 

Variables 

The schooling variable is defined as in the wage premia estimation (see Strauss and de la Maisonneuve, 2007 for more 
details): lower than upper-secondary degree, upper-secondary degree; higher than upper-secondary degree. 

Labour Force Status: Por the 1 3 European countries surveyed through the ECHP, the activity status is defined using the 
ILO definition (variable p003 in the ECHP), which classifies as active individuals who “work more than 15 hours a week”, 
“work less than 15 hours a week”, or are currently “unemployed’. It classifies as inactive those individuals who are 
“discouraged unemployed” and “inactive”. Por Luxembourg (ECHP data) the question peOOl (self-assessment of activity 
status) is used since in the respective national files there is no explicit question discriminating between the employed and the 
unemployed. In this country active individuals are defined as either working with an employer in paid 
employment/apprenticeship/in training under special schemes (more than 15 hours a week); as being self-employed; doing 
unpaid work in a family enterprise; working less than 15 hours a week; or unemployed. Inactive individuals are either “in 
education or in training”, “doing housework, taking care of children or other household members” or “other economically 
inactive”. Por United Kingdom (BHPS) active people are defined as either being self-employed, in paid employment, in 
government schemes, or unemployed. Inactive people are students, taking care of family and other inactive. Por Canada 
(SLID) the activity status is defined on the basis of the annual labour force status. On this basis, active individuals were those 
being employed or unemployed all year, and those employed and/or unemployed part of the year. Inactive individuals were 
those not in the labour force all year. Por Australia (HILDA) active people are those currently either employed or unemployed. 
Por Hungary, Poland and Switzerland (CHER) they were considered as active those employed (i.e. usually working more than 
15 hours per week or currently working more than one hour without being unemployed) or unemployed. Einally for the US 
(CPS) active were defined as currently either employed or unemployed, while inactive are those not in the labour force. 

Children: Por European countries (ECHP and BHPS) the variable used is “having children under 12 at home”. Por 
Canada to the presence of adult children; for the US to the presence of less than 18 years old children; for Australia to the 
presence of children less than 15; for CHER countries to the presence of less than 16 years old children. 

Persistent unemployment (lor ECHP countries only): This variable is defined as being unemployed for more than one 
year at least once in the five years preceding the survey. 

Regional dummies (for ECHP countries only): The variable is defined with three modalities; living in poor regions, living 
neither poor nor rich regions, and living in rich regions; a poor (rich) region is defined as having higher (lower) unemployment 
rate than the national average and lower (higher) GDP per capita than the national average. The construction of the dummies 
relies on the OECD Territorial Database. 
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Table A1 . Descriptive statistics for the variables used in the two-step estimation of employment and participation equations 

1994-2001 average 2001 
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